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I. INTRODUCTION

" In the Philippines, financial reforms began in earnest in
«Jaly 1981 with the deregulation of bank interest rates, Except for
short-term loans, all interest rates on deposits, deposit substitutes,
and loans were freed from administrative ceilings, The reforms were
clearly suwccessful in prodpcing subhstantial incrsasse in the growth
rates of savings and time deposits. The last remaining ceiling, that
.on shopt~term loan rate, was lifted in January 1983, But within two
years, a crisis in the balance of payments intervened, The depletion
of the country*s exchange reserves forced a moratozium on payments of
principal. on all public and publicly guaranteed foreign debt, Howewer,
siﬁee. the government hogged what remained of the foreign exchange in
the £ipancial system, the mozatarium applied effectively to all
- foreign debt. - In July 1984, with this maraterium still standing, the
country*s’ lJargest savings bank had to-close its ddors for ten days
afte._i struggling through a series of runs, It reopened for awhile,
.Ibut then .g:he Central Bank had to cloge it pemnenj:ly_ due to irrevers-
ible run, Deposits also fell sharply for six commercial banks control-
ling almost a fifth of the t_gf.allla_ssets% of the domestic private commer-
cial bankiné_ sectar, A number af smaller banks had to he shut down

pe_rma.nantlYa
mia_episﬁae raises at least two major issues for research,
‘First, to what extent did-the financial réforms contribute to the

‘balance~ofepayments orisis? ' The hypotheais here i& that the reforms



reduced thé resources the government could extract from commercial
banks . through the. interest differential between -public and private
debt, particylarly -through the creation.of bank reéexV355‘.Hence
qiven the,l}mifs.ggjhoy.much.the gavernment could.bnqu@;abtpaé, it
had to resort xo.gurrency.creaxioh-to f;nance»théebﬁik;oﬁ-itswnmdget
,dgfiéirs in,lQBL,and;lQBé,;fThe.amount_of-curqencg;ﬂggatiqnyghat was
required to meet. the govesmment's neec's,. howewer, Ear -exceeded.-what
;nhgdpublic'waédﬁiiling,to hokd. Such excess currency. creation was
_what,thenﬂLed_to_a runfonuoﬁficial.gthanga~reseﬁvesuand to.-Ehe-
bayments crisis in 1983, To test thls hyppthesis,.we derive
estimates of the demand for base money to measpre’ the: pobentii.
amount..of resources the government lost because:of the neformg.
Ronald. McKinnon (1982) has argued- for. a, similar hypothesig foy:
A:ggntina, the only, difference being thax‘A;qeﬁtinafsubudgetydeficits

resulted in inflation rather. in the depletion. of. exchange regerves,

Second,.td'whatvextent did the reforms weaken the financiai
Sector s ability to weather the external érlg;s?f The;hypothesis ir
this case is that the'higﬁer deposit rates and the low returns on
1oans-car:ied,over from the period_of.rep;essed interest rates
complned:té_put a severe équeeze on bank profits. This would_have
maderanké more vulﬁerable to'a'balance-of-paymehts‘crisis, partice
g;agiy if\thé_crisisagéve xiseﬁto gap;tg;;ﬁligh;”thaﬁiwas financed
a; least in part by a. run on domestic, ﬂepOSlts. TDAtest this-hwpofh-

esis,  ve estlmpte the. effect_nf higher deposlt rates .on bank profits.



Both of the above issues are part qf the broader problem of
how a country can avoid macroeconomic instability during the.transition
to microeconomic efficiency. In this reqard, the recent exéerience
‘of the Philippines can provide important lessons on how to manage a

program of economic reform.,

in.the next.seqtion, we:setithe stage for . confronting those
issues by. providing an overview.of -the 1980 fimancial reforms and
the 1983 .external payments crisis.»g;pgaectioawn;z,;wgsthenmgvaluate
-thg;extentmto which -the reforms made it more difficult to finance
budget deficits and the impact of this on international reserves,
in Section IV,)ue evaluate thevextépt to which the reformé squeezed
prorits in the banking sector, thus making it more vulnerable to
the_balapce-of-payments crisis. Finally, we summarize owr results

in the concluding remarks,



1I THF .9 iv FINANCIAL RETORMS AND THE
1983 BALA'WE-OF-PAYMENTS CRISIS

Thig section 1s divided into two subsections The first
subsection discusses the 1980 financial reforms and the response of
the financial system to the new policy environment The second deals
wath the 1983 balance-of-payments crisis and its impact on the finan-

cial system

The 1980 Financial Reforms

Before 1980 the Philippines had already instatuted several
financial reforms Y Most notale among them wag the vairtual repeal
of the anti-Usury Act of 1916 in 1273 The Monetary Board was then
given the authoriiy to prescribe the maximum deposit and lending
rates Between 1974 and 1980, four interest rate reforms the
purpose of which were to nobilize long-term funds for ainvestment and
to develop the capital market were introduced It should be noted
that during this period, interest rates were still administratively

fixed but constantly adjusted by the Monetary Board to reflect market

conditions

The earlier reforms failed to produce the desired results

specifically, loans were still concentrated in the shorter end

é-/See Lamberte (1985)



This could be attfibuted to several factors. One is that the
interest rates set_by the Monetary Board were still below market
ratea._ TO realize_higher effective lending rates, banks habituu..y
lent out short=term, say one month, and rolled over the same loans
again and again for more frequent compoupding éf interest. This was
further encouraged by the Central Bank's rediscounting policy which
was overly piased towards éhort—term loans, Another fadtor was the
lack of competition in the financial market. The 1972 financ1a1
reforms, by formally enforcing financial spec;alizat;on, led to
reduced scope for direct competition among various types of fipancial
institutions. Thus, towards the end of the 70s, it was felt neces-

gary to introduce yet another set of reforms in the financial system.

The objgctive of the 1980 financial reforms was twofold;
(1) to promote greater efficiency by means of more competitive
conditions; . .and (2) to increase the avgilability.qf and accesé to
longer term funds;gf Three major techniques have been utilized to
achieve these objectives. These are (1) floating of the interest
rates; (2) restructuring of the finamcial system; and (3) strengthening

the effectiveness of Central Bank policy instruments.

" Interest rate ‘ceilings on all types of deposits and loans,

except short-term loans, were lifted in July 1981,  The reason why

1—/mne Joint IMF/World Bank Report (1979) and the Hurtado

" Report (1979) are the main bases of the 1980 f;nancxal reforms.,



the interest rate ceiling on ehort-term loans was not lifted_was to
allay fears that the interest tate_on short-term1loans.WOuld.ovetshoot
_onge_deregulated and alse’ o influeﬁce banks to lend long at rates
relatively more attractive than for short-term loans. The-intetest
rate ceiling for the latter was finally lifted in danuerf-198§;
Tbgether with the lifting of tbe‘intereet rate ceiling was ther
reduction ef both the-reserve-teqﬁ;rement ratio against deposit
liabilities and the net-worth-to-risk-assets ratio of banks;E/ This
&es;intended’to release large amount of bank resources to be made
available to borEQWers, thereby preventing an excessive increase in.

lendaing rates.

As a step towards greater competition, ﬁunctiqnel-difﬂegenF
tiation emonq‘categoriesfof banks and noﬁ—banks autherized to perform -
quasi-banking activities (MBQBs) has been significantly tedueed..Thus,
one type of financial institution can-do almost all those that can be

done by other types of financial institutions. For instance, thrift

) E/Under CB-Circular -No. 732 dated 27 February 1981, . the_
‘reserve reguirements against demand, savings, "Now" accounts ‘and time
deposits with orlglnal maturity of 730 days or less shall be 19% (fro
20%) and shall be decreased at. the rate of. one percentage point every
semester thereafter until the reserve reQulrement shall have been
decreased .to 16% while time dep051Ls with original- matur1ty of more
than 730 days shall" ‘he ‘1% and shall be increased at the rate of one
percentage-point every. semester thereafter untii the 5% requitament
shall have been reached.

The amended General Banking Act has empowered -the Monetary
Board to authorlze a bank to maintain a net worth-to- rish assets
rdtio lower than '10%, Such as 8% or 6%, dependlng on the bank's net.
worth and compllance of other coﬁdltlons.



and rural banks may now. offer demand deposits.which used to be exclu-
sively offered py commercial banks. The powers and functions of NBQBs
have been ;npreased tp ;llow them to qpmpetg more effectively with--
Bther_tygégﬂéf financial institutions, One important innovation in
the 1980 financial reforms is the introduction of bigger types 6% '
financial institutions called "Expanded Commercial Banks" or "Universal
Banks.“-ﬁ/ Aside from combining commercial and investment banking,
they may now also go into equity investment in both allied and nonff
allied activities. Indeed, these banks offer a much broader range of
financial services; heﬁce the name Universal Banks. The authorized

activities of various financial entities are summarized in Table II.l,

As part of the recent financial reforms, the minimum capital
requirements for each type of financial entity were increased (seé
Table II.2). For instance, a bank may apply for a Universal Bankirng
license only if it can put up the required minimum capital of 2500
million. 'Thus, bigness is being emphasized in the current reforms.
Two reasons are given for this: first, it provides banks larger and
more stable sources of funds for long-term capital; second, it enables
big banks to exploit economies of scale. Exisfing financial ingti-
tutions can meet the increase in the minimum capital requirement

through internal capital build-up and/or merger and consolidation.

i!-/"I‘heae institutions are similar to the German universal
banks (see Krummel [1980]).
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Table_II.Z

MINIMUM CAPITALIZATION - QF PRIVATE DOMESTIC BANKS AND NON-BANKS -
AUTHORIZED TO PERFORM QUASI BANKING ACTIVITIES (MBOE)

i

Minimum CapitaliZacion

Type of Institution (In BM)
1.  Universal Banks ® S00°
2. FCDUs - 180
3. Commercial Banks ' 100

4, Thrift Banks
(a) New.Thrift Banks
(1) Metro Manila 20
(1i) other Places 10
{b) hxx tzng Bdnks
(i) _Metro Manila LO
(ii) Othrer-Places 5
5. Rural Banks
‘New ‘Rural . Banhr'to beé-established must. haVP'?bng Béﬁara
they' can operste. Exist¥id. rural banks aré allowed to indtease

theiy capxtal within a period of time depending upon thalr_
number 6f years of operation.

6. NonsBank Quasi~Banks

(2} Investment Houses (IH) 20

(b) " Néw NEOBs othe¥r than IH 20

Sﬁurces"ggnhfai ﬁaq&wgircular No, 739 (1989).
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With the floating of interest rates, it was expected that
more funds would flow into longer-term deposits, thereby easing the
- availability of funds for longer-term lending. To increase further
the_availability of 1onger—term'fupds, banks have alqo been éﬁcouraged
to engage in term transformation, as discussed below. Since. it has
been foynd that the banking system pbssgssgs short«term deposit lia-
bilities with a more or less stable core, there is some potential for

such term transformation given a more favorable policy environment.

The recent financial reforms also call for the change in the
posture of the Central Bank from a development-orientation to a
stabilization-orientation, Eo; this purpose, the Central Bank ini-
tiated a rationalization program fqr government securities in 1981.
It started phasing out its CBCIS in ;hat vear to give way to the
Treasury Bill which will efentually become the prim@;y gaovernment
paper in the securities market. It is to be noted that the CBCIs
issued in the. 70s were utilized mainly to rechannel funds from the
_urbap to the rural areas. Hence, they were not effectively used as

instruments for stabilization,

To induce financial institutions to go into long-term
financing, the Central Bank has opened the "medium- and long~term
rediscounting Qindow;“ This facility allows banks to rediscount
papers evidencing medium~ and long-term loans extended"by“thém for
the acquisition of fixed assets, working capital in connection with

a proposed or on-going expansion development program, investment in
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éffiliates and other 1nspitutions, @x for_investmént in high grade
securities. To encourade banks and [IB0OBs to engage in term transfor-
mation; a "léndet of last resort” féciiity has. been bpeﬁed. “Any
paperfirrespectiye of maturity is ccceptable. security under this .
facility,..nanks and NBOBs encountering temporary liquidity problems
whilezin the course of engaging in term txgnsformation may avail of
this facility. iHowever, to minimize moral hazard, banks aré going

to be charged a rate cloger to the market rate.

_What_has’begn the responge of the financial sysﬁem to the
new policy gnvironment? It is indeed difficult to answer the gquestion
withéut making somé qualifications, VAfter being.weakened‘by:the-
-second oil shock, the economy siuffered a liouidity crisis in the
‘early part of 1981. The biggest-investment house, which had played
Athé‘lead_tqle in introducing financial innovations, ¢ollapsed. . Mény’
banks found themselves in trouble. The Government's effort tq bail
out distressed banks resulted in the transfer of some private commere
cial banks into the hands'of government corporations (see Table II.3).
This has substantially changed the landscape of the financial system,
a development contrary to the spirit of the 1980 finanéial reforms.
‘The government-acquired commercial banks have undue advantages over
p:ivate;y—owned banks,-:Asidé from enjoying the backing of the
government, they have captive institutional deposits which do not
f;ee@at_the_slightesf_sign_of:trQuble,' For example, the Interna-

tional Corporate Bank Co. (Interbank) corners the leposits of



Table II 3

13

PRIVATE (OMMERCIAL BANKS RECENTLY ACQUIRLD/CONTROLI ED
BY GOVERNMENI CORFORATIONMS

Private Bank

Controlllng Government
Corporation(s)

Assocpated Bank

Commercial Banh ©f Manila

International Corporate Bank

Palipinas Bank

Development Bank of the
Philippines (DBP)

Government Social Insurance
System (GSIS})

National Developfment (orp-
oration (NRC)

Philaippine National Bank
(PHB)

Union Bank socral Security System (S88)
and Land Bank
Sourac: Annual heports of wontioling government. corporations
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_subsiaia;ies.and acquired firms of the Natidnal Development Corpo-
ration (NDC), a government holding company, Union Bank and Commer-
~cial ﬁénk.bf Mahila'are assured:of_stable deposiﬁé.from_the S6cia1
Security System (SSS) ahd:Govérnmept:Service and Insurance_SYstem
(GEIS), respectively.. It is even possible fcr these banks to arrange
a gglatively'cheape: deposit rate with their captive depositOis if
only to shOw_a:dommendable income statement. There is no doubt tﬁat
‘these banks have been in a=5ett§r'positi0n to deal With'thé.advefée

effects of thé.lQBB-BOP_crisis,_

The expansion of bank capital and operaﬁions is one_indicator'
Qf the response of finéncial syﬁtem to the 1980 financial reforms,
To éate, téh.commerqial béhks.have Eeen given licenses to operate
AB'uﬁiyersa1_banks.: They have'expanded_the number of their affiliates/
-subsiéia;ies through merger/acquisition to position themselves in
the'suppdsedly new competitiVe'énvironment. A partial list of affi-
liates/subsidiaries of top ten banks is presented in Table II.4.
The directions of their expansions have been selected with an eye to
gaining a competitive edge in certain markets. For instance, the
Bank of the Philippine Islands (BPI) has acquired Family Bank and
Trust Co., recently converted into a_savings bank, in order to play
alsb'a'gréater role .in the retail markeﬁ.' It has also acquired

People's Development Bank in o:der to make its presence felt in the
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lable II 4

TOP FIVE BANKS AND SOME O' THFIR AFFILIATES/SUBSIDIARIES

Bank Affiliates/Subsidiaries

1 Baok of the Phalappine
Islands

BPI Family Bank

Peoples Development Bank

Failanvest Credit Corp

AF Merchants

Philsec Investment Corp

BPI International Fainance,
Ltd

BPI Investment Corp

O LOTE

Q

2 Far East Bank

»

Pravate Development Corpora=~
tion of the Phalippises

Far East Chemco Leasaing and
PFinance ;

FEB Insurance Brokers, Inc

Cagite Development Bank

Makati Insurance Co , In¢

Baneo Davao

=3

LA I + TR 4]

3 JMeoxopolitan Bank and
Trust Company

Philippine Sdavangs Bank
First Metro Investment Corp
Pan kBhal Lapfe Insurance €o.
MBTC~-Vinture (apital Coxp
Charter Insrance Qo Inc

pDOabw

4 Philippine Commercial
International Bank,
Inc

BCI Capital Corp
PCT Insurance Brokers Ine

Bapkard
PCI Leasing and Finance Ing

[«" RN I » i
-

%  United Coconut Flanters a  »evieral rural banks spread
Bank acruss the country

Sourtes Varisus annual reports of individual banks
h ey -
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agricultural sector.é/ United Coconut Planters Bank (UCPB) has
acquired several rxural banks in the coconut-producing areas in order

to take the lead role in the coconut industry.

Another indicator of the financial system's response té the
1980 financial reforms is the upward adjustment of both the deposit
and lending rates énd thé change in the maturity structure of
deposits and loans. Table II.5 shows the movements of nominal
interést rateé.in cektain years; Contrary to what a lot of people
had expected from interest rate deregqulation, the deposit and lending
rates onlg inched up 2 little in 1981 and 1982. There is, however,
a pércéptible change with-regard to the maturity structure of bank
depdsitsxand loans (see Table I1.6). The combined share of savings
and time depésits increased in 1981 and 1982 at the expense of demand
deposits and deposit substitutes. Similarly, the shdfe'of‘lbng-tefm
loans inqreased-in the same years at the expense of demand and short-
term loans. Caution must, however, be exercised in drawing conclu=
sions from these figures. As may be gleaned from Table:Ii.G.'the
trgnd towards lengthening of the maturity structure of depoéits and

loans had already been established before the 1980 financial reforms.

5/

= There is also an added advantage in owning a savings bank
because it has lower reserve requirement aqalnst deposit liabilities
compared with commercial banks.
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Table 1I.5

NOMINAL INTEREST RATES

Deposits

Loans -(Secured)

Tine
Year  Savings {360 days) WAIR* Short—Tgrﬁ Long-Term

1977 7.00 10.00 12.59 12,00 19.00
1978 7.00 10.60 10.72 12.00 12.00
1979 9.00 12.00 12.89 14.00 21.00
1980, 9,00 14.00 13.27 14.00 21.00
1981 9.79 15.60 15.80 16.00 21.08
1982 9.78 14,21 14.21 17.13 21.74

*WAIR = weighted average interest rate.of deposit substitutes

Source: Department of Economic Research; Central Bank of the

Philippines




" Table 1I.6

STRUCTURE OF DEPOSITS AND LOANS OF COMMERCIAL BANKS

(In PM)
. _ Outstandlnq Deposits - - _ o _
' Outstanding Loans

- N Deposit ———— 8/ B/

Rerand Savings' Time _Substxt;t 8 Total Demand | Short-Term— - -Iong Terv~ .- Total
1977 8,210 11,536 6,057 11,400 37,203 7,490 26,767 5,917 40,173
' {22.1) (31.0) (16.3) (30,6} (100.0)  (18.6) . {66.6) {14.8) (100.0)
1978 8,810 15,011 8,387 11,494 43,702 9,164 35,227 9,688 54,078

(20.2) (34.3) . (12.2) (26,3} {100.0)  (16.9) (65.1) {17.9) {100.0)
1979 9,661 16,900 9,665 13,951 48,177 10,637 37,601 20,026 68,264

(20.0).  {35.1) {20.1) (24.8) (106.0)  {15.6) (55.1) (29.3) (100.0}
1980 12,362 19,530 13,364 12,371 57,627 10,458 49,844 16,895 77,198

21.4) c33 9) (23.2) (21.5} (100.0)  (13.5} (64.6) {21.8} (100.0)
1981 11,619 22,602 16,683 15,923 66,827 10,667 52,823 23,014 86,505

(17.4) (33,8 {25.0) (23.8) (100.0).  (12.3) (61.1) (26.6) - {100.0)
1982 10,815 28,219 26,289 16,566 82,589 2,308 58,478 30,454 28,240.

(13.1) (35.0) {31,8) (20,3) . {100.0) (9.5) (59.5) (31.0), . {106.0}

a/

~ Loans with matﬁrities of bne'year or 1ess.

b/

Loans w1th maturltles of more than one year.

8T

Source: CB Statisticalﬂnulletin.-
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The actual'roie-played by the Central Eank aiso'deéerves
some cdmments. Instead of %eing the “lender,of-lasf resért“ as
'spelled out in the 1980 finéndial'reforms, the Central Bank has
still- continued te be the "lender of first rescrt".- This may be
gathered from the numerous rediscounting windows it has maintained-
“and/or opened after the 1980 financial: réforms (see Table.FT,7).
[péeed, its selective credit'éolicy.hgs ;qsﬁ its.sqlectiveqess since'

virtually all economic activitiesfcan“qualify'fot rediscountigg,

The development of the financial system after 1982 is™
iargely conditioned by the Balance-of—payments crisis that struck
in the middle of 1983. This is going to.be discussed in thé

O 10wWling supsecclon,

. . /
The 1983 Balance-of-Payments (ROP) Cris:i:s_é’

.The government intended to trim down the BOP deficits te
‘88 $600 millicn ‘in 1983 from the 1982 level of US $1.6 billion.
waeﬁer, the BOP further deteriorated during the'first semester of
that'year. The sharp adjustmerit of tne excnange rate errected in
June 1983 failed to reverse the trend. By AugustHLBBB.IEhQHBOPE

dgficit already weached to the staggering level of Us.$1.3-billion;

§-/Before 1983, the PhllileneS already enﬂountered two
gevere -BOP crises. The first one: occprred iri 1949-50 -dind the
second, in 1969-70. The current BOP ¢risis is by far the worst

among the three.



Table I1.7
REDISCOUNTING WINDOGS OF THE CENTRR W
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Late

- Kediscount

-r

Fazility Iséimntim Loan Lending Faturities
Circular Valve (%) rate (%) Rate &%) '
A Espulaz Regiscounting
i. Suservisad Crecdits /) Fsb, &7, 1941 100 3 12 120 days
¢, HNomSuvervised Crecdits - 7B4 Feb, 27, 1581 8 g H Ed cays/i2R
' days/2T%/
: . _ gays
3 mzudiu Seale 784 Fed., 27y 1981 s ] 14 $99 to 273 davs
ry
. Experts 784 Feb. 27, 1981 _ '
© Nor~Traditional 84 3 2 %8 days
Traditional 8 g 14 10-48 gays for
s1ght drafts/
129178 days
for pro-
duct ion
S, Masasanang Kaisan 823 Oct, 9 1981 182 3 it
i : . b : gays
6. Seecial Programs '
tﬁ, n:'rl 784 Feb, 27, 198} 182 -3 &
Food Guetan Be June 25, 1982 o 3 18
1 Tax Credit
Certificates o8z June 1, 1981 80 8 14
Tooazeo Trading C T%=b0t Feb. 1, 1980/ 80 8 14
June 1, 1981
8. ZEnergy Geverating 833-g72 June 18, 1981/
Moireo foril & 132 18 3 1
»
Dendre_Tnersal 1 3 A
18 Stoek Finmcing BaT-851 e eg l&l a2 8 $4
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Thé'polifical disturbances following the Aquino assassination
accelerated capital flight. This significantly contributed to the
dwindling of international reserves. The attendant political and
economic uncertainty prompted several foreign bank creditors to stop
rolling over their maturing short-term loans to the Philippines.
Unable to meet repayments, the Philippines asked for a 90-dayuméréf.
gprium-an principal repayments. 'Negotiations w;th_tﬁe IMF and
fdieignjcreditor banks for- the rescheduling of debt'repaymentsjdgaggaa
on for more than a year, resulting in the extension of the 90-day’
moratorium six times. The discovery ¢f the overstatement of inter-
national reserves by at least US $600 million, the excessive growth
of money supply due to the May 1984 elections and to the bailing out
of several banks, and the';eluCtanqe_of some foreign bank creditors
pnﬂQo ahead with the agreement were the main reaSons for the long
deigy. Einally;'on-zo May 1985 the 483 foreign bank creditors of
the Philippines formally approved a US $10 billion f_inéx_:ci_al package,
Thiﬁ'includes-us $925 million in-neﬁ loans, US‘$3-billion-ih;revolving
trade credit facility, and US $5.8 -biil--iqn_'in short-term debts. The
US'SS.S;Billion short-term debts due'fqreiQn banks from 17 October
1983-t6w31'9ecember 1986 have been]rgsﬁructured on a 10-year basis
with_?arying interest raﬁes. in §¢aition,ighe.khilippineéwhas_
‘arranged a standby'crédit facility with'the IMF equivalent td us

$608 million.
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The causes of the 1983 BOP crisis are well documented.Z/
Hence, there is no need to discuss them here in detail. It suffices
to.say that both the intermational economic environment and domestic
policies coptributed to the BOP crisis. Specifically; the sharp.
deterioration in the terms of trade, high international .interest
rates, the prolonged recession experienced by impqrtant.tnading-
partners, an.overvaluation of the peso,-expangionaryffiscalﬁand_mone-
tary poilcies, the system or protection, and wasteful investment as
exhibited by the rising incremental capital-output ratio (ICOR)_were
among the important factors causinq thg severe BOE_difficulty.g/
There is persuasive evidence indicdating that domestic policies are

largely to blame for the BOP'crisis.i/

The response of the government to the 1983 BOP crisis is
.well documented and thoroughly analyzed in Lamberte et.al. (1985).
In particular, policies first became very restrictive in the wake of

. - \ 0
the BOP crisis. 1In addition to the exchange rate‘adjustments.iﬁ/

Z!See Remolona et al. (1985), Power (1984), Canlas et al.

(1984), Intal (1984) and Lamberte et al. (1983),

¥ see Annex I for important economic indicators from 1975

9/

.~ =" Aside from sutdies mentioned in footnote no. 7 above,
see also Hill and Jayasuriya (1985). ' '

igfmhe,adjustments occurred en 5 October 1983 (214 to $1)
and on 6 June 1984 (®18 to $1).



the ¢entral”3ank.imposeafquaptitativé controls on importations and
:Qq'forgign'exchange holdings by domestic commercial banks. But as
‘the. need to secure a standby program with the IMF and aﬁreschéduii;
-agreement with foreign bank creditors became more pressing in'view
of.-the sharp.deterioration-in.economig growth, the government began
‘accepting orthodox-Imf prescriptions;ll/ Thesé include, among others,
freeing of the exchange rate apd p;ices of baSic:commodities;ézl'
‘withdrawal of tax exemptions and’ subsidies, dismantling of overly
protective tariffs and quantitative import conmtrols, restraint on
money growth,ﬁpeductipn:of budget deficits,-and~aligninq of redis-

‘count rates with the markets rates.

"One controversial aspect of monetary policy adopted in the
wake of the BOP crisis was the introduction of high-yielding CB
bills which are intended to mop up excess liquidity and arrest the

_outflow of foreign exchange. = The rates for Treasury 51115 approxi-

mated the movements of those of CB bills for most of ‘the timé;lg/

llfneal GNP plunged by 5.5 percent in 1984.

-lE/A free float of the exchange rate was declared in October
'1984 while price celllngs of -basic commodltles, excapt rice, were
lifted. o

13/

== CB and Treasury bills are short-term in nature. Whlle
CB bills are aimed at big 1nst1tut10nal savers because of the
minimum placement of 20.5 million, Treasury bills are aimed at the
general public since they can be sold in smaller denominations, .
- say B5,000, at the secondary market..
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The 90-day'Treasury bill rate peaked at 43 perxcent in November 1984
(see Table II;B). To_compéte effectively with the Central Bank,
banks responded_by offe;ing higher rates for time depdsits and
promissory notes. ?hus, the bankt's average cost of acquiring short-
term funds in the market, as indexed by the Manila Reference Rate
(MRR).E&/ clo;ely followed the mbvementérof CB and Tfeasﬁ:y bill
rates. CB borrowings-also'became mora expensive to hanks since

the rediscount rates weré tied up to the ¥'R beginning 1984, As a
:opsequence._interest rates on new loans Thot up9£§/-:ﬂbwever. old
loans, éspécially longerfterm loans, with fixed rates still carried
thé'dld.low rates. This can be an unsettling situation\gspe5ially
to_thbge-banks which have engaged in term transformatioﬁ{. Unless
the increase in the interest rates on new loans is enough to compen-
sate for the loss incpriéd with the old loans there will be a
squéeze on bank profits,., This is an =mpirical question that will
be dealt with later 6n._'Note that all the real rates including the

real lending rates were seVefely_negative in all the months of 1984,

.lﬁ/MRRs (90 and 180 days) are weighted average interest

rates on 20- and 180-day promissory issues paid during the imme-
diately preceding week by the ten commercial banks with the highest
levels of outstanding deposit substitutes.

lé/Lending rates are usvally arrived at by adding the inter-
mediation cost to the relevant MRR. The intermediation cost
increased during the same period due partly to the.adjustment of
reserve requirement ratio from 18 to 24 percent. ‘



Table II.8

NOMINAL INTEREST RATES OF SELECTED FINANCIAL INSTRUMENTS,
INFLATION RATE AND EXCESS RESERVES

Lxcess
- Time . Securea roans (peficit)
Savings Deposits T-Billis MER ———= Tnilatlon Reqef"es
peposits (61-90 daysi WAIR {91 days} (20 days) 1 Yr., & Below 1-2 Yrs. Rate (BM)
1983 , .
J 9,341 13.323 13,083 14.043 “1b 21.176 17.629 6.8 242
F 2,780 13.535 14,895  14.047 14 5/16 21.305 18.187 6.6 7
M 2.740 14.026 15,4631 14.043 14 3/4 18.275 18.255 6.3 86
E " 9.680 12.906 12.680 14,034 14 9/16 20.366 17.828 6.2 1314
M 9.731 313,200 14.628 13,988 14 3/4 18.43% 17.824 6.6 295
J 9,721 12.806 14,371 13,561 1 1/12 19.519 18.180 7.3 302
g 2.778 22,718 14,3229 13.764 12 1/16 21.467 i8.746 7.9 302
A 9.712 13,433 15.814 14.061 i5 1/8. 19,505 18.438 9.1 149
] 2.712 13,467 16.513 14,299 15 1/4 21.514 18.021 9.2 14%©
o} 9,702 13.615 22,185 14,5877 15 3/8 12,511 18.619 10.3 {1,389}
N 9.666 14.333 19,403 15.028 16 9/16 26,251 21.654 16.8 {972}
D 2,687 14.964 26.304 15.382 17 1/16 22.974 21.280 26.1 {1,966}
ios4 -
J 9,738 14.329. 23.440 15.633 16 - 7/8 24,118 21.039 33.3 {i,292)
_F 9.842 15.573 20,881 16.320 17 7/8 24,085 22.059 6.6 (1,755
i34 9,784 15.368 12.57¢ 16.542 16 15/16 24.220 21.846 33.3 (173
A 2,685 15,298 17.54% 0 16,863 17 15/1e 25,043 21.841 40.7 - {442}
M 2,697 15.921 28.562 12,776 18 7/16 24,035 26.325 42.1 442}
J 9,660 20.826- 34,825 26.628 22 /4 24,052 25,594 49,2 {386}
J 9,688 1%$.918 33.349 31.625 22 13/16 24.058 28.239 58;8 - (440)
A 9,607 20.630 28.501 33.535 24 3/4 NT 30.421 60.4 - (380)
S 9.604 23.355 31.450 37.775 25 3/4 26.750 30.234 ©3.6 {837)
o 9.660 292.370 37.148 42.040 33 3/4 . 37,1192 32,445 63.8 {581}
N 2,734 ‘32,471 33.680 43,000 37 1/1é 39.000 37.950 60.6 {360}
b 11.559 31.006 42.214 39 39.000 39.102 50.8 -

23.986

N.T. = No. Transaction

Rote: Figures are averages for the month, excent for excess reserves

Source: Ei?artment of Economic Research, Central Bank of the Philippines.

and inflation rate.
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This means that even banks absorbed the inflation tax during this

period.

The BOP crisis has put the banking system in severe finan-
cilal stress. Since September 1983,;the banking 5ystém has been.
unable to meet reserve requirements (see Table II.8). According to
a World Bank study, ten commercial banks had past due loans exceeding.
the critical ratio of 20 percent of their outstanding loans. The
sudden upsurge of non-performing assets in their portfoliq‘léd‘to
their piling up of fedi#counting arrearages with the Central Bank.
As of 31 December 1984, the past due ratio of the entire bankiqg
' gystem had already reached 59 percent (see Table 1I.9). During the
past two years, four thrift banks and two commercial banks were
closed by the Centrai Bank.lé/ The rural banking system, which
‘heavily relies on Central Bank rediscounting, has been completely
immobilized, withras'percent of them having past due obligaﬁions

with the Central Bank.

lé/The thrift banks are: Banco Filipino and Mortgaée

Savings Bank, Royal Savings Bank (taken over by ComBank), Daily
Savings Bank and PAIC Savings and Mortgage Bank; the commercial
banks are: Philippine Veterans Bank and Pacifi¢ Banking Corpo-
ration, a medium-size bank.



Table II.9

REDISCOUNTING ARREARAGES WETH® THE ‘CENTRAL BANK,
' " BY TYPE OF BANK
For the-year ended Decémber 31, 1984 -

Cutstanding  Past Due .Percent  -Past Due
“Type of Rediscounts*  Amount to - Ratio
. Institution - (M) Co(EM)- Total n(%)
Government Banks
PNB - . 355.3. 7.0 25.8
LBP 301.9
Private Commercial Banks  3,154.4 1,690.8 33.2 53,6
Thrift Banks 472.6 472.6 9.3 100.0
Rural Banks 3,569.9 2,579.1 50.6 72.2
Total 7,498.8 5,097.8  160.0 59.4

* ) )
Includes advances by CB to distressed banks.

SQQrceé.Centrgl'Bank of the Philippines.




III. FINANCING THE BUDGET DEFICITS
UNDER THE REFORMS

The Shift in Monetary Agaregates

As far as the basic monetary aggregates are concerned, the
1980 financial reforms seem to have had the expected effects. As
‘'vne would expect from the lifting of the ceilings on deposit rates,
thete was substantial growth in' the broader money aggregates led by
a portfolio shift into interest-earning deposits. As shown in
Table IIT.1l, broad money (M2) grew from 20,9 percent of GNP in 1980
to Z1.6 percent in 198l and 23.5 percent in 1982, ‘Total liquidity
(M3) grew from 25.6 percent of GNP in 1980 to 27,0 perecent. in 1981.
and-28.4 percent.in 1982. Such; growth is pretty impressive, -coming

as it did in the wake of a financial crisis,

The shifi{ into interest-earning-deposits came partly-at-the
expense of currency and demand deposits, the two forms of money
which paid no interest. This in turn meant a downward shift in the
demand for base money, stemming from a reduced demand for both of
its components. The reduced demand for the currency component has
already been mentioned. For the other component of base money,
bank reserves, the reduction in demand came from the lower reserve
requirements mandated by the reforms. Hence, the ratio of M2 to
base money rose from 3,4 in 1980 to 3.7 in 1981 and 4.2 in 1982,
This corresponded to a fall in the ratio of base money to GNP from

6.4 percent in 1980 to 6.1 percent in 1981 and 5.9 percent in 1982,

29
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Table ITII.1

SELECTED MONETARY RATIOS
1978~83'_ '
" (Endyear  Stocks)

1978 1979 1980 1981 1982 1983

Ratio of M2 to GNP (%) 22,7 20,5 20.9 21,6 23.5 25.3
Ratio of M3 to GNP (%) 29.1 26.0 25.6 27.0 28,4 29.8
_Ratio of M2 to base money . 3.3 3.1 3.4 3.7 4.2 3.5
Ratio'of M3 to base money 4.2 3.9 4.2 4.6 5.1 4.l
Ratio of base money to GNP (%) 6.9 6.8 6.4 6.1 5.9 7.7

Ratid of base money to currency 1.5 1.6 1.7 1.6 1.6 1.5
' in circulation

source of basic data: Central Bank of the Philippines
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All this should have been desirable as it reflected an
increased flow of resources into the financial system as people
put more of their savings into bank .deposits, At the same time it
reflected a potential for a'morelegficient allocation of those
resources as the relaxation of the reserve requirements would allow
narrower spreads between deposit rates and lending'rates. However,
it .also.meant..that the monetary system would be providing a smaller
base for the financing of the governmment budget deficit, To finance
a larger deficit from a smaller base would have to mean more burden-
some means:of extracting the revehue. In the case of the Philippines,

the' burden fell.on international reserves.

Financing the Budget Deficits

At the very time the financial reforms were: being: put. in.
Place, the-national govermment started running  budget deficits of
of unprecedented size. As shown in Table III.2, the budget deficit
in 1980 was recordedito'be'?3,4 billion.. But.ip.)981, when the- -
reforms were first implemented, the bydget deficit reached a
staggering 212.2 billion, and 'in 1982 it was ?14.4'billiog;22?:

Up until then, the budget deficit had not exceeded 3.0 percent of

GNP. 1In 1981 and 1982, this ratio had reached 4.0 percent and 4.3

————

lz-/Al\ccorciling to records of the Office of the Budget and

Management, the combined deficits of the 13 major nonfinancial
parentatals were even larger (212.5 billion in 1981 and 214.5
billion in 1982).
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' ‘Table IIX.2

FINANCING OF THE BUDGET DEFICIT OF THE
NATIONAL GOVERNMENT
_ 1978-83
(Billions of Pasos)

-

1978 1979 1980 1981 1982 1983

Budget deficit 22 0.3 3.4 122 W4 6.5
‘Domestic financing 0.4 -2,8 1.2 6.2 9.7 0.8
Currency creatzon—/ w0.5. —0,2. 0.2 4.2- 7.0 6.1
 Commercial banks | 1.2 0.4 2.7 1.3 3.6 0.1
Nonhank borrowing—-/- . -0.3 -3.0 -L.7 0;7_ -0,9 -5.4
E:ﬁennai-finanéing o 1.8 3,1 ;2;2; 6.0 4.7 5.7

—/Measured as the change in Central Bank claims on the
national ‘government net of deposits less the change in bank reser

_ va/Measured -as” the change in bank reserves plus the change in
commerc1a1 bank claims on the national government net of government
deposits.

S/ measured as the residual.

'Sohice of basic data: Central Bank'gg;the-Philigginés;
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percent respectively. . _ In a country with a capital
‘market  as poorly developéd as that of the Philippine¢, the' national
government nad. tTO TULN aproad’ ana to the domestic’ banking system to

finance these deficits.

In 1981, the government resofted.to f6réign borrowing to
finance 49 percent of its deficit, But in 1982, this source could
.p;évidesnp more than_33'pefcent of the needed financing. Hence the
_government had to turn.increasingly to the dbmestic banking system.
§qwe§er, as we have pointed out, the financigi reiptms now limited
the government's access to commercial banks as a relatively cheap
source of financing. As Table III.2 shows, in 1980 commercial banks
were still financing the bulk of the budgeﬁ_deiicit,lwhethe: by
_increased holdings of_:eserves or by increased ho;dingsrof govern-~
ment securities. By 1981, however, in spite of a much larger
'deficit'to finance; commercial banks provided less than half of
the 1980 level of financing. In 1982, these banks did increase
their financing to match the increase in the budget deficit. None-
theless, - the result was still that the governﬂent”had to resort to
currency ‘ereation much more than to any other domestic means of
Iinancing. . Hence, while currency creation accohnted“for*oﬁiy"lé.?
percent ‘of” domestic financing in 1990} it accounteaffor'6747”per-

cent in 198l-“and for 72.2 percent in 1982.
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The demands the government placed on currency creation,_
however, far exceeded the willingness of the public to absorb it.
Ag mentioned earlier, one result of the financial reforms was a
shift away from holding bank reserves on the part of banks and
from holding currency on the part of the public, As a consequence,
the increments in base money in 1981 and 1982 fell far short of
Central Bank holding to the national government, such lending
being the sum of the uses of currency and bank reserves to finance
the budget deficit. As shown in Table ITI.3, this meant that other
sources of base money creation had to suffer. One such other source,
Central Bank liquidity credit to commercial banks, did decline some-
what but by not nearly enough to accommodate the cfedit.fequifements
of the national government. As it tutﬁed out, the entire burden of
accommodation was placed on Central Bank hoidings of international
reserves, As Table III.3 shows, net foréign assets of monetary
authorities suffered acute declines starting in 1981, leading to

the external payments crisis in 1982.

The accommodation of international reserves to the
pressures on the peso exerted by having to finance unusually large
budget deficits would have worked thrxough various channels. When
.mouseholds and firms find themselves holding more local currency
than they desire, they will find a.way to either spend it or to.
replace it with other assets. In an economy és open as that of

the Philippines the increassd spending must somehow find its way
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Table III,.3

SOURCES OF CHANGES IN BASE MONEY
197883
(Billions of Pesos)

. 1978 1979 1980 1981 1982 - 1983.

Change in base money _ 2,4 2.8 1.9 1.7 1.0 9.4

.of which: Bank reserves 0.2 1.5 0.6 0.2 =0,2 2.2

Net credit to National_Governmantg/- 0.4 1.3 0.8 4,4 6.8 8.3
‘Credit to commercial banks 3.0 3.8 4.4 3,6 0.6 =-0.7

Change in net foreign assets ~1.2 “2,1 -~3.4 _-;Q‘Q,_-15.g -27.7

T

Elﬁhaﬁge”th'céntrﬁl Bank claims on the national guverﬁ&ént net
. of changes in government deposits. ' ' '

source of basic data: Central Bank of the Philippines.



36

18/

to an increased demand for foreign qoodsq;—- If the desire were

to replace pesos with fereign assets, one could then circumvent
exchange c¢ontrols in the Philippines by means of export under-
invoicing. Either way of getting %id of excess pesos will be
reflected in a worsening in ﬁhe reédfdad’current account deficit

aqd a depletion of éxchange reserves such as what did take place

in the Philippines. At-the same time this excess “creation of
currency may have led to capital flight as evidenced byﬂthe;lazge‘
‘négative flows under efforévand §missions in the balance of payments,

.amounting to over’ $850 million in 1981 and 1982.

Estimating the Effect of the Reforms ,

.To get- 2 betteir handle on the aeéréé to which the financial
_yeforms.affected the way the government had to finance its budget
deficits, -we -estimated the demand for ﬁbhéy} ﬁéihg Q; as our aqére-
gate and using data for 1956-80.52/ To derive a damand for base
money, we also estimated functions for the repciprocal ®f the base
money multiplier for M2, Our various estimates are presented in

Table III.4. They all give reasonably good fit. For our purposes

we shall use equations (1) and (2) for money.demand #nd equations

ég/In a closed ecoromy, the increased spending will be

reflected in higher prices. In the Philippines, howewver, inflation
rates in 1981 and 1982 were kept moderate relative to pPrevious years.

lg/The reagon why we use M2 instead of M3 is that data for
deposit substitutes, a component of M3, are not available before
the 70s,



Table III.4

ISTIMATES OF THE DEMAND FOR BROAD MONEY. (M2) AND OF THE BASE MONEY (H) MULTIPLIER ..
: ) 1958-80

ﬁepehdent. _ K , . . Return on _ : “log @%% };2 > _ _
Equation  Variable'  Constant® Inflation Rate —Foreign Assatg - log (y.~ q) -1, 'R S.8. . D.W, P
M2 SR . . : SPUETE F
(1) log = -0.65 -1.59 - 0.21 0.30 0.80 0.98" 0,06 -2.61
) f {-2.59) (0.80) {2.57) (6.44) "
(2) log %5— -0.62 '-1.89 1 0.24 0.91 0.98 0 0.06  2.02
‘ . ; S (-2.62) (1.83) - (56.06) -
(3) log 22 “1.70 -2.77 1.10 0.88 0,14 1,25
C : (=2.07) (11.35) ;.
(4) log = 10.55 1.01 ~~0.06 ~5.34 058 0.09 . 0.94
. - (1,18). (-0.16) (~5.30) '
(5) '1ogt€% 0.48 -0.70: -0.30 0.70  ©£.08 1.81 0.69
o S (~0.68) (-2.16) -
(6) ‘log —m 0.56 1,15 Z0.34 0.55  0.21 0,98
L M2 . - (-5 G4)

(1.21)

Note: Evtimates are tw

foreign assets &
minus real goverrment expenditures.

é-stége—least—squares based oﬁfannﬁal4ﬂat§?for 1956-80; t-statistics in pareﬁtheses.*
& the U.S. T-Bill rate plus the peso depreciation rate; .
Instruments are two lagged values of the right-hand side variables.

( _ The return on
The scale variable,; Yy = g, is.real GNP

LE
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(5). and- (6) for the multiplier to try to predict what would have
happened to base money had there been no financial: reforms and had |
inflation rates been what they were. Equation ‘(6) has the woté#
fit¥~-as far ad equation (4), it has the wrong sigh For the coef-
Ticaent on; inflation---but we shall wuse it anyway to seehow robust

zour conclusions are,

- Using different combinations of our four. equations, there
‘are -four éets of hypothetical values for base money at yesrends
198}.and 1982, These_hyppthetical values are presented in Table
III.5. In two of these sets, our estimates indicate 'a lag in the
‘effect of the reforms. This is .the case for the combination of -
‘equations (1) and (6) and the combination of equations._(2). and (6),
in which the hypothetical-increases in base .money in. 1981 fall
SnOrt of the actual increase, This may be dge to the;pxobiem that
equation (6) has with regard to its coefficient in inflatien, as
we have lnaicatea above. In any case, for 1982 the hypothétical

ipéfaases'ih base money do excegd'tha.aqﬁﬁal increage.

 Thewhypothetical increase';h_baSe money arewgreater based
Qh:gqqa;;0535\¢) ana () and equations (2) and (5).  However, even
usSing tnese more favorable astimates, postponing the_:efor@s would
have meant at most 25630 million in additional base money creation
in-1¥8L and 2.6 billion additional in 1982. These appear to be
verY'mpdegt_sumﬁ“Given'thef?io.& billiori 'fall in net foreign assets
in 1981,~th§ #15;8 billion fall in 1982 and the size of ;the budget

deficits (see TablesIII.2 and II1.3), Hence, while the reforms



. Table. IXII.5.

CREATION QOF BASE MONEY: ACTUAL AND. HYPOTHETICAL
1981-82
(Biliions of Pesos)

1981 1982
Actual | 1.69 1.03
.Equations (1) and (5) 2.32 3.10
$quations (1) and (6) 1.57 2.17
Equations (2) and (5) 2,27 | 3.60
Equations (2) and (6) 1.5-2 2.63

Source of basic data: Central Bank of the Philippines and
Table II1I.4.
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do seem to have made it more difficult to finance the budget
deficits in 1981 and. 1982, they did so only in a minox way. Given
the enormity of the budget deficits and the rate at which foreign
exchange reserves were depleted, it does not look as if the balance-
of-payment.s crisis wpﬁld have been prevented had the feforms not

been introduced.

This experience confirms the lesson McKinnon (1982) drew
from earlier deﬁelopments iﬁ‘Argentina and Chile. Both countries
undertook réfoims similar-tonﬁhose in the Philippines, Like the
Philippines, Argentina was unable to establish fiscal control. The
only difference was that in Argentina the result was runawa&
inflation. Iﬁ‘the philippines the result was a depletion of inter-
national reserves. Chile, on the other hand, supported its finan-
cial reforms by keeping a tight 1id on the government's budget
deficit, and thus avoided the problems the Philippines and

Argentina faced.



1IV. THE VULNERABILITY OF THE BANKING SYSTEM TO
THE BALANCE-OF=-PAYMENTS CRISIS

This section is going to test the hypothesis that the
higher interest xates on bank's sources .of funds, i.e., deposits
and borrowed funds, and the low returns on loans carrigd over  from
the period of repressed interest rates combined to put a severe
squeeze on bank profits.zg/ The hypothééié is going tdfbe testaed
by using the.statistical revenueﬁgost.gpcqunting:model.%;/ Pe.will

brigﬁ;y-Qisgussnhere;the,egseptial.elemanta of the said model.

The statistical revenue-cost accounting medel provides
empirical estimates of the net rates of return (cost) which banks
realize on various elements of their portfolios... In the model, the
gross revenue earned by bapks is. assumed to be a linear. function of

the elements of their portfeolio. That is,

= + XK. 1
Yi yo‘ Z y] ji (1)
J _
where Y. = gross income of the ith bapk,
yo_;?‘the,revpnueJno;_asspciated‘with_any of th@ielements

in the porgffolio.(balance sheet),

y. .= the gross rate of returr .on the jth element in the

e

portfolio, and.

gg/fhis hypothesis has been suggested in IMF (1983).
21/ 5ee ramberte (1983) for the development and application
of the said model.
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X,. = the book value of the jth element in the portfolio

ji
of the ith bank.

The total cost is also assumed to be a linear function of

‘the elements of bank portfolio. That is,

cg = by +1lb (2)

3

where C, = the total current operating cost for the ith bank,

%31

b, = the cost not associated with any of the elements in
tha pbrtfolio,_and

b, = the rate of cost on the jth element in the portfolio.

To obtain the net ratez of return on the various elements
of bank portfolio, we subtract equation (2) from equation (1).

This gives

rjxji (3)

where R, =Y, - C, = net income for thé ith bank,

i i i
;5-= Y - bj = net rates of return on the jth element in
the portfolio, and
;6 =_y° - by = net fixed revenue that does not vary with

any of the elements of the bank's portfolio.

The interpretation of tj has to be ciarifieﬂ, Under a
balance sheet constraint, a peso increase in loans will result in
an increase in expected income, but this will drain reserves by an

equal amount, thereby increasing the expected cost of short-term
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borrowing. Similarly, a peso increase in deposits will raise the
'cost of servicing thém, though this will also reduce the expected
cost of borrowing. Thus, ;3 should be interpreted as the marginal
return or implicit rate of return of an asset or 1iabilify‘itdﬁ

‘adjusted by the marginal cost and probability of short-term borrowing.

Inataad of estimating equation (3), we deflate‘all variables
by total assets to avoid inefficiency in the estimation of coeffi-
cients associated with heteroskedasticity of residuals. Thus, the

form of the equation to be estimated is:

. R
Rg = a+ra,. + g XA b (4)
where TAi = total assets of the ith bank,
Ri = Ri/TAi5

Boi = a scale variable given by the reciprocal of the total

assets of the ith bank, i.e., 1/TA,

* =
xji xji/TAi,
z, = coefficient of the 'scale variable,
a = the constant térm,
rj = net rate of return on the Jth element in the

portfolio, and

"i = the stochastic disturbance term.

- Our study includes all domestic commercial banks. The
combined assets of commercial banks comprised about 72 percent
of the total assets of the entire banking system in 1984. It can
therefore be said1that ghe bankiﬂgvsysgem‘is'reasonablyfcavéred

in our study.
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Under normal conditioné;.the coefficients of the asset items
in equation (4) are expected to be nonnegative_while those. of the
liability items, nonpositive. To ;est our hypothesis, we need.
estimates of equation (4) before and after the financial refomms.

If the estimated net rates of return on earning assets after the
financial reforms are lower than those obtained before the finan-
¢cial reforms, then our hypothesis is said to be supported. Note
‘that the coefficients of the asset items in equation (4) may even
be negative after the financial reforms considering that two crises
---one in 1981 and another in 1983~---had badly hit the financial

system.

This study covers the period 1977-84,. It is divided into
Ewo_subpgriods,: nqmely: Pre—Reférm Period (1977-80) and the Post-
Reform Period (1981-84). The latter is further divided into two
subperiods, namely: 1981-82, the period before the balance~of-

payments crisis; ard 1983-84, the balance-of-payments crisis period,

Balance sheets and income statements of individual banks for
the period 1977-84 were obtained from the Securities and Exchange
Commisgsion (SEC). We encountered great difficulty in sorting out
balance sheet items since the balance sheets submitted by individual

22/

banks do not follow a uniform format.=~ More disaggregative data,

22 o . ,

-/Data from the Central Bank would have been ideal since
individual banks are required to follow a certain format. However,
our request to obtain data from the Central Bank was turned down.
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for example;.loans clgsﬁifiéd_according_to ma;utity and deposits
according to type, i.e., demand, savings and time deposits, would
have baenjmore-app;opriate'for_our pu:pose.:_ﬁowevery this was not
‘possible because most banks submitted highly aggregative financial
statements. ‘The best classification of balance sheet -items we.
'could'gpmeiup'with is presented in Table IV.1, It includes two
‘earning assets, namely loans. and investments, and two liability
items, namely.deposits and bortowings. Note: that cash reserve,
defined as cash»oh'hand, chécks and other cash items, is deliberately
excluded from the-ﬁodel. The reason for its exclusion is that the
‘balance sheet constraint needs to be satisfied always so that if
there are any changes~ih'§ny of the asset and’ liability items,
cash;reserve:coﬁld be_adjusted>acco:dingly;.»ThiS~islreqhired in
order to be consistent with our interpretation of the coefficients

of equation (4).

The ordinary least-~squares (OLS) method is used to estimate
equation (4). Since pooled time series and cross-section data are
being utillzed, we esTtimate equation (&) “With and without tame

dummy variables.

Table IV,2 presents the estimated net rates of return (cost)
on the elements of bank portfolic before and after the financi&l
reforms._'rne_cgmputeq r-gstatistics of. all regressions are statis

—

tically significant at ,0l1 level, and the values.of R .. are

quite reasonable considering that we are using cross-section data,



Table IV.1l

VARIABLES INCLUDED IN THE MODEL

Variable Description

I. Dependent Variable

Ry Net income of the ith bank

1I. Independent Variables

l/TAi Reciprocal of total assets of the ith bank

Xli Investments of ghe ith bank

Xps Loans outétanding of the ith bank
-X3i _Qgtstanding deposits quthe ith bank
X Borrowings of the ith bank
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"ESTIMATED NET RATES OF RETURN (COST) ON THE ELEMENT OF BANK PORTPOLIO:
: ' PRE-REFORM (1977-80) AND POST-REFORM (1981-84) RERIODS

Post~Refom Period {198L-84)

Pre-Refoxrm Period (1977-80)

© Without™ = With
Time Dumiiies Time Durmies

Without'

With

Time Dummies Time Dummies

Constant

1/TA

- Investments

Loans
Deposits
Borrqwings
D7e

D79

Dp&a

P81
D82 .

D83

D84

0.0350 0.0354
(5.31)* (4.42)*
-0.1377 ~0.1242
(~0.47) (~0.41)
~0.6208 -0.0206
(=1.22) (~1.15)
-0.0116 “0,0122
(=1239) (-1.28)
~0.0128 ~0.0128
(22.37) % (~2.31) %
~0.0416" ~0.0419
(~5.69) * (-5.60) *
- -0.0611
(=0.48)
0,007
10.41)
~0.0040
(~0.15) .
Q.21 0,20
7.62% 4.78%

-0.0041
(=0.33)

25,636

(=2.,95)*
0.,0804

(6,34)*

0.0504

(- 4.25)*
~0..0275

=3.80)
uoﬁoaés
(~2.87) %

0,31

11,65

-0,0088
(-0.68)

~4.8293
(=2, 36) LTS
0.0837.

{ 6.42)*

0.0512
( 4.27)*

~0.0263

(-2.65) *#
-0.0306 -
(=2.67) »=

0.0027
(1.086)

Q.0015
Q.59)

(1.30)

0.31
7.46%

*Significant at .01l level.

*Significant at .05 level.-
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Note that the coefficients of the time dummy variables are not

statistically significant for both periods.

The estimated net rates of return (cost) oﬁ the elements
of bank portfdlio forthe Pre-Refofm Period are statistically
significant at standard significance levels, except for the
constant term. Their signs conform to our a priori expectation;
that is, the coefficients of earning assets are positive, while
the coefficients of liability items are negative. Note that the
net rate of cost for.borrowings is slightly higher. than that for
deposits. This is £o be expected since a greater proportion of
borrowings consist of deposit substitutes whose rates are usually
higher than those of traditional deposits, whereas, the variable
deposits include demand deposits which are non-interest bearing

liability of banks.

The net rate of return on investmengs is relatively higher
than that of loans. This is possiblé.since the vatriable investments
include bank's equity investments in allied undertakings whosge
rates of return are not controlled by the Central Bank; hence the
average return for all investments was pulled up.gé/ In contrast,
a ceiling on interest raée wag imposed on loans during this period;

hence, the relatively lower return on loans.

22-/:l:nveLw.t:mam:s also include investments in cqovernment bonds

whose rates were fixed by the Central Bank at low levels,
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For the Post-Reform: Period, only the constant term and the
coefficients of_depdéits and borrowings are statistically significant.
Noﬁe-cnat Tne netr rate OI COST OI DOXrowings is relatively nigner_
for the PostQReform Period than for the Pre-Reform Period. _when'
‘interest rates were liberalized, stiffer competition in the market
for deposit substitutes compelled banks to offer highgr‘zagas_for
deposit substitutes. As may be seen from Iable 11.5, the_yeighted
.average interest rate (wnxg) of deposit substitutes jumped to 15.8

‘percent per annum in 1981“from 13,3 percent per annum in 1980.

" The most interesting result is that the_goefficien;s of
investments and loans are negative, although not statistically
signiﬁicant. it suggésts that investments and loans have advgrsely
affected bhank profits.-'The reason is that the higher interest rates
on deposits and borrowed funds and the low returns on loans and
investments carried'QQer'from the period of représsed #nterest-rages
combined to pgt_a squeeze on bank profits. Indeed, the results of

our analysis seem to support: our hypothesis.

?he Poat—Reform'Period-was.further subdiVidea_iﬁto two
periods, namely, 1981-83; the period before the'Balance-ofépayments
crisis; and 1983-84; the_balance-of-paymentS'crisis beriqd.' The
reason for further'subdividing this period is that the‘cén;;al
Bank heavily influenced the movements 6f'the intefest rate in 1983~
84 as part of its effort to mop up excess liquidity. In contrast, .
it played only a passive role in the determination of interest

rate before 1983,



50

The estimated net rates of return (cost) on the elements
of bank portfolio with and without time dummies for the two sub-
periodé are presented in Table IV.3. Loans have negative éfiects
on bank profits for both periods, although the coefficients are
not ‘statistically significant. ‘The doeffiéient of investments is
positive for 1983-84 without timé duhmies while negafive fér the
othdr regressions; however, the doefficiéntdis not statistically

significant for all the regressions.

The interesting result is that the coefficient of deposits
is statistically significant during the period 1983-84, but not
statistically ‘significant during the period 1981-82. Some explana~-
tions are in order here. When the interest rates were liberalized
in 1981, the interest rate on séﬁings deposits virtually remained
the same, while the interest rate on time deposits only inched up
a little in 1981, and even went down in 1382 (see Table II.5).

This reflects the oligopoly power exercised by commercial banks
over the market for deposits. Indeed, the effort of the Philippine
National Bank (PNB) to break away from the oligopely resulted in

24/ Thus,

having PNB alienated from the banking community for awhile.
variation in the volume of deposits did not have much to do with

the variation in net income,

24/

— Commercial banks seem to have no oligopoly over the market
for deposit substitutes since they ave dealing mostly with large
institutional investors who are sensitive to changes in the interest
rates, In addition, banks are also confronted with strong competition
from non-banks authorized to perform quasi-banking activities (NBQOBs).
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| Table IV.3

ESTIMATED NET RATES OF RETURN (COST) ON THE ELEMENTS OF BANK
- PORTFOLIO: BEFORE (1981~82) AND DURING .{1983~84)
' BALANCE-OF-PAYMENTS CRISIS

.. _-1983-84 o 1981-82
Without - With - - Without -+ With
Pummies Dunmies Dummies " Dusmi-es
Constant 0.0377 0.0431 0.0285 0.0290
(3.82)* (3.22)% (2.88) * (2.91)
1A 1,3921 n.6162 ~0.7099 ~0.7536
' (0.25) (Q.11) (=0,20) (-0.21)
Investments 0..0043 -0.0024 ~0.0378 ~0,0384
(0.16) (-0.08) (-1..66) (~1.68) o=
Loans ~Q.0097 -0.0156 ~0.0107 ~0.0102
" (~0..76) (<0.97) (~0.89) - (=0.84)
Deposits = =0.,0257. ~0.0261 ~0.0014 ~0.0009
) ; a2 (=3.24)% (<0.18) ‘t%D11)
Borrowings - -0.0429 ~0.0432 00354 ~0.0359
 (=3.94)% (-3.94)* (-3.42)% (~3.46)*
De4; -0,0019
(-0.60)
pé2 | ~0.0016
| (-0.59)
=2 : . T o
R 0,32 Q.33 0.14 0.13
o 5.1 4.27% 3,14 2.67%*

*Significant at .01 level.
*Tsignificant at .U» level.

***Significant at .10 level.
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The situation in 1983-84 is quite different from the
previous period. The Central Bank actively traded high-yileding
CB bills and Treasury Bills. Confronted with the possibility of
séyere disinteiﬁediation, banks stgrtedvofferiné higher rétes for
timé deposits tb stay competitive. This could be the reason why
deéosits had a sfétisticaliy significant negative éffect on bank

profits in 1983~84,

Note that the interest rate on loans shot up in 1984.
However, the es;;mated net rate.of return is negative for-the
period 1983-84. This suggests that the increase in interest rate
on new loans contracted in 1984 was pot enough to compensate for
the interest rate loss incurred on medium- and long-term loans
contracted in the previous years, not to mention the losses‘dqe
to loan default. Those who havé heeded the Central Bank's call
for term transformation must have been badly hurt during the
crisis period. Indeed, this was severely weakened the banking

system's ability to weather the balance-of-payments crisis.



V. SUMMARY AND CONCLUSIONS

In 1981, the Philippines started to implement a set‘of
financial reforms primdrily aimed at liberalizing the financial
system. However, £wo years after, a balance~of-payments crigsis
intervened, and this has put severe stress on the financial system.
This episode raises at least two major issues., First, to what
extent did the financial reforms contribute to the balance-of-
payments crisis? Second; to what extent did  the reforms weaken
the banking system's abil;ty to weather the external crisis? This
'paper has attempted fo address these_issues. ‘The following is a

summary of the major findings and conclusions of the study.

The financial reforms had led to a downward shift'in the
demand for base money. The public shifted into interest-sarming
deposits at the expense of currency, which is a component of base
money. 'The demand for bank reserve, which is the other component
of base money, had also‘declihed; due mainly to the lower reserve
requirements mandated by the reforms. The downward shift in the
demand for base money implies that the monetary system had been
" providing a ‘smaller base for the J;inaﬁcing of the government budget
deficit. To finance a larger deficit from a smaller base means
‘more burdensome way of extracting thewrevénue; and the burden fell

“on international reserves.
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The losseg in base money,dug_to the reforms were calculated.
The results show that the losses in base money due to the reforms
were very small_;elativeu;¢_the fall in net foreign assets and the
size of the budget deficits in 1981 and 1982. - The. conclusion that
¢an be drawn from these resy}ts‘;s that the 1983 balance-of~payments
prisisvcou;d not be at$;ibuted to the financial reforms.. Rather,
the inability to establish fiscal control at the time:when:finan-
cial_feforms were introduced resulted -in. the depletion of inter-

national reserves.

The interest rate liberalization has a rar-reaching impli-
cation on bank operation. Results of the study indicate that
the higher interest rates on deposits and borrowed fundé induced
by the financial reforms and the low returns on loans and invest-
ments carried over from the period of repressed interest rates
combined to put a squeeze ogﬂbank profits. This had made banks
more vulnerable to the balagaefof-payments crisis. When the .

_ external‘criais struck, thg banking system e;perienced deposit
runs which partly financed the capital flight.. The ensuing .
ing:ease in interegt,ratgsson_new loans and deposits had pravented
- further capital flight and bank_disintermediamipn.. But this has
further squeezed bank profits. In particular, the results of - the
study show that the increase ip the interest rate.on new loans
contracted during the crisis period was not.enough. to compengate
for the loss incurred in medium- and long-term loans contracted

in the previous years, not to mention the losses incurred due to
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.umerous loan defaults. Indeed, those banks which heeded the
Central Bank's call to engage in term transformation must have

experienced greater financial difficulty during the crisis period.
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